KERR MGEE QORP.
| BLA 97- 16 Deci ded January 29, 1999

Appeal froma decision of the Associate Drector for Policy and
Managenent | nprovenent, Mneral s Managenent Service, affirming a deci sion
of the Chief, Royalty Val uation and Sandards D vision, denying approval of
aretroactive transportation al |l onance for production fromLease Nos. OCS G
3169, ACS G 3168, and OCS G 1528. MG 93-0402- GCS.

Afirned.

1 Federal Q| and Gas Royal ty Managenent Act of 1982
Royalties--Q| and Gas Leases: Royalties: Paynents--
Quter Gontinental Shelf Lands Act: Q1 and Gas Leases

Alessee is not entitled to Federal Energy Regul atory
G ssion Gder No. 94 rei nbursenents for costs
incurred i n novi ng unnar ket abl e gas fromthe wel | head
to an accunul ation, treatnent, and sal es poi nt across
| ease boundaries in the field because such costs are
"gathering"” and not "transportation” costs and nay be
consi dered part of the | essee's gross proceeds for
pur poses of cal cul ation of royalties.

APPEARANCES  Christopher A Tytanic, Esq., for Appellant; Peter J.
Schaunterg, Esg., Sarah L. Inderbitzin, Esq., Hward W (hal ker, Esg.,

Geof frey Heath, Esg., and Lisa K Hermer, Esg., for the Mneral s Managenent
Servi ce.

(PN ON BY ADM N STRATI VE JUDGE | RWN

Kerr-MGee Gorporation (Kerr-MGee) has appeal ed a July 12, 1996,
deci sion of the Associate Orector for Policy and Managenent | nprovenent,
Mneral s Managenent Service (M), affirmng a Septenber 18, 1992, deci sion
by the (hief, Royalty Valuation and S andards O vision, MVB denyi ng
approval of a retroactive transportation all owance for production from
Lease Nos. OCS- G 3169, (BG G 3168, and O5G G 1528 for cal endar years 1982
t hr ough 1986.

Backgr ound

Kerr-MGee's | eases are in the Ship Shoal Area of the GQulf of Mexico
Quter ntinental Shelf (ACS) Region. For Lease ACS G 1528
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(Ship Shoal (SS) B ock 233) the gas that surfaces on PFatformA on the
lease is noved approxinately 1 mle to FHatformH on adjacent Lease OCS- G
1529 (SS B ock 214(H). The gas is treated and sold on A atform214(H.
For Lease Nos. OCS-G 3169 (P atformA on SS B ock 238) and OCS- G 3168 (SS
B ock 237), the gas surfaces on platforns on those | eases and is noved to
P atform233(B) on adj acent Lease OCS G 1528 (SS B ock 233), where the gas
is treated and sold. The gas that surfaces on SS B ock 237 is noved first
to Patform238(A), about 4 mles, and then, together with gas from

P atform238(A), is noved to Patform233(B), less than 2 mles. (MB
Answer at 16-17 and acconpanyi ng Exhibits Aand C)

Qh July 13, 1992, Kerr-MGee filed wth the hief, Royalty Val uation
and Sandards Dvision (Chief), MM, a request for reinbursenent of
transportation al |l onances, pursuant to Federal Energy Regul at ory Gonmission
(FERO Qder No. 94, for the novenent of gas production in these three
pi pel i ne segnents. Kerr-MGee described these segnents as (1) Kerr-MGee's
pi pel i ne connecting SS B ock 238(A) to SS B ock 233(B), (2) Kerr-MGe's
pi pel i ne connecting SS B ock 237 and SS Bl ock 238 to SS B ock 233, and (3)
Kerr-MGee' s pipeline connecting SS Bl ock 233(A to SS B ock 214(H
platform Kerr-MGee stated that the reinbursabl e FERC Order No. 94
transportation costs collected for SS B ock 237 and SS B ock 238 to a sal es
point at SS B ock 233 for the period 1982 through 1986 were $308, 083. 17.

It stated that reinbursable FERC Order No. 94 transportation costs fromSS
B ock 233(A) to SS B ock 214(H were $536,539.52. Kerr-MGee requested
that these costs be deducted, under FERC OQder No. 94 and ME June 18,
1992, Dear Payor letter, fromthe val ue of gross proceeds recei ved.

FERC i ssued O der No. 94 and suppl enentary orders to inpl enent section
110 of the Natural Gas Policy Act of 1978 (NFA), 15 US C § 3320 (1988)
(repeal ed effective Jan. 1, 1993). Section 110 of the NZPA excepted from
the ceiling price set by the N3?A certain production-rel ated costs, thus
al l ow ng producers to recover these costs in addition to the unit price for
delivered gas frompurchasers. Section 110(a)(2) provided for "any costs
of conpressing, gathering, processing, treating, |iquefying, or
transporting such natural gas, or other simlar costs, borne by the seller
and allowed for, by rule or order, by [FER]J." 15 US C 8§ 3320(a)(2)
(1988). Through its orders, FERC provided that a first sale of natural gas
woul d not be considered to exceed the naxi numlawul price if that first
sal e price exceeded the nmaxi num|awful price by an anount necessary to
recover production-related costs. 18 CF. R § 271.1104(a)(1) (1986). The
term"Production-rel ated costs" is defined to include "costs other than
production costs that are incurred: (i) To deliver, conpress, treat,
liquefy, or condition natural gas * * *." 18 CF R 8§ 271.1104(c)(7)(i)
(1986).

In 1991, in Mesa perating Limted Partnership v. Lhited Sates
Departnment of the Interior, 931 F.2d 318 (1991), cert. denied, 502 U S
1058 (1992), the Lhited Sates Gourt of Appeals for the Hfth Arcuit
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uphel d the Departnent’s position that FERC Oder No. 94 rei nbursenents are
royalty bearing. It described that position as fol | ons:

[Royalties are due on the gross proceeds accruing to the | essee;
the term"gross proceeds" includes paynents for the costs of
treatnent includi ng neasuri ng, gat heri ng, conpressi ng,

sweet eni ng, and dehydrati ng V\here such servi ces are necessary to
pl ace gas in narketabl e condition," whether the costs are
absorbed in the price the pur chaser pays pursuant to the set NFPA
ceiling or are ultinately borne by the purchaser under § 110;
accordi ngly, where the purchaser reinburses the | essee for
treatnent costs in accordance with 8§ 110 and the O der 94

regul ati ons, these paynents becone part of the val ue of
production (gross proceeds) subject to royalty.

Id. at 323. The court recogni zed that for decades the Departnent had
interpreted the narketabl e condition rule as requiri ng that narketing costs
cannot be deducted fromgross proceeds before royalty is calculated. The
court then stated at page 325:

As the Interior Board of Land Appeal s stated in Arco Q| &G;\s

[ 115 1 BLA 393 (1990)], only such narketing al | onances "as
have been expressly recogni zed nay proper| y be deducted from
val ue [of production] for royalty purposes.” As didthe DC
Grcuit in Glifornia G. [v. Wall, 296 F.2d 384, 3838 (D C dr.
1961)], in the context of this case we define "production” in the
phrase "anount or val ue of the production” as neani ng "gas
conditioned for narket." * * * The DO-lessor sinply obtains a
flat percentage of all "gross proceeds” whether they be wthin
the ceiling price or exceed it under § 110, obtai ning nore
royalty where the | essee obtains a greater price, including costs
rei nour senents, fromthe pipeline purchaser.

(Footnotes omtted.)

MBS Deci si ons

In his Septenber 1992 deci si on denyi ng Kerr-MGee' s request, the Chief
di sti ngui shed between "gat hering,” whi ch he described as the novenent of
production to a central treatnent point where it is placed i nto narketabl e
condition, and transportation of the production anay fromthe | ease, which
isamtter relevant to determning the val ue of production for royalty
purposes. He expl ained that MV det ermined whet her the novenent of
producti on was gat hering based on whet her the production bei ng noved is
bul k wel | streamproduction prior to initial separation or is gas
production after initial separation. If it is the forner, the novenent is
considered gathering. If it is the latter, MV considers three ot her
factors: (1) whether the novenent is upstreamor downstreamof the royalty
settlenent point at which MM QCS personnel have determned the production
to be renoved fromthe | ease; (2) whether the production is at a quality
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sufficient to neet contract pressure and water content specifications; and
(3) whether the sales point is at a location anay fromthe | ease bl ock at
which initial separation occurs. According to the Chief, if the novenent
is "anay fromthe | ease and downstreamof the royalty settlenent point, or
is anay fromthe | ease, upstreamof the royalty settlenent point, and at
contract specifications, then the novenent is considered transportation. ™"
However, "[i]f the novenent to the sales point is on the sane | ease at
which initial separation occurs, the novenent will nornal |y be consi dered
gathering.” (Decision at 2.)

The Chief ruled that the novenent of production in the Kerr-MGee
pi peline segnents listed inits July 1992 request was the novenent of "bul k
production to a central point for accumul ation and treatnent prior toits
delivery to the purchaser.” The Chief noted that the approved point of
royalty settlenent for gas was on SS B ock 233(B) for gas production from
SS B ock 237 and SS B ock 238, as well as for gas production fromSS B ock
233(B); that the royalty settlenent point was on SS B ock 214(H for gas
produced fromSS Bl ock 233(A); that prior to these platforns the only field
treatnent equi pnent were test separators and supply scrubbers; and that
further handling of the gas production was necessary to place it into
nar ket abl e condition prior to delivery to the purchaser. "Thus, SS B ocks
233'B and 214'H contain the production facilities necessary to place the
production into narketabl e condition prior to its neasurenent for royalty
pur poses, " the Chief concluded. Id.

Kerr-MGee appeal ed to the ODrector of MB. Inits statenent of
reasons (SR to the Drector, it argued that a | essee "is entitled to an
al | onance based on the cost of transporting gas fromthe field to the first
point of sale." (SRat 4.) It argued that the narketabl e condition rul e,
30 CF.R 8 206.152(i) (1990), 1/ is arule of "condition," not of
"location." Id. In support of its argunent, Kerr-MGee quoted Petro-Lew s
Qorp., 108 IBLA 20, 35 96 |.D 127, 135 (1989): "Thus, while the
Departnent has refused to allow a transportati on deduction for costs
incurred in transporting oil or gas to a selling point wthinthe field, it
has al | oned reasonabl e transportation costs fromthe field to the first
point of sale.” Kerr-MGee stated that this language "certainly seens to
be a description of the factual situation behind the request for
transportation all onances by Kerr-MGee." (SCRat 4.) Kerr-MGee all eged
that "MVB ha[d] internally verified that the al |l onance request by Kerr-
MGee contai ned only segnents of pipeline that noved gas fromthe field
across | ease boundaries to the point of sale.” Id.

1/ That regul ation states:

"(i) The lessee is required to place gas in narketabl e condition at no
cost to the Federal Governnent or Indian | essor unl ess ot herw se provi ded
inthe | ease agreenent. Were the val ue established pursuant to this
section is determned by a | essee's gross proceeds, that val ue shall be
increased to the extent that the gross proceeds have been reduced because
the purchaser, or any other person, is providing certain services the cost
of which ordinarily is the responsibility of the | essee to place the gas in
nar ket abl e condi tion."
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Kerr-MGee further argued that the Chief's decision "seens to revol ve
around whether the treatnent point is at or near the well head or at sone
other location." I1d. at 5 Kerr-MGee asserted that, under the rational e
of the decision, a lessee could "qualify for a transportation al | onance
sinply by noving its treatnent facilities fromthe point of sale off the
| ease back to the wellhead.” 1d. Fnaly, Kerr-MGee argued that the
royalty in kind provision in its | eases, which allows for reinbursenent for
t he reasonabl e cost of transporting production to a delivery point, "al so
supports an all owance to the lessor for noving production in value to a
nore convenient delivery point." 1d. at 6. In sumary, Kerr-MGee argued
that the Chief's decision

ignores the distinction between treatnent to place production in
a narketabl e condition and transportation of that production to a
market. * * * [Al lessee is entitled to an al |l onance based on the
cost of transporting gas off the lease to the first point of

sale. * * * [T]he cost of transporting gas to the treatnent point
is not part of the lessee's obligation to place the gas in a

nar ket abl e condi ti on.

Id. at 7.

In the July 12, 1996, decision under appeal, M6 noted that SS B ock
233(B) and SS B ock 214(H "contain the production facilities necessary to
pl ace the production into narketabl e condition" and that the "point of
royalty settlenent for gas, as approved by the MB GQul f of Mexico GCS
Region, is located at these platforns.” (Decision at 1-2.) M stated
that determining whether particular costs are deductible as transportation
costs is not solely based on the narketabl e condition rule. 1In response to
Kerr-MGee's argunent that "the cost of noving the gas to its initial point
of sale, regardless of location, is deductible,™ M stated that "the
Petro-Lew s decision illustrates that deduction of pipeline-related costs
nay depend on the location of the initial sales point." (Decision at 2.)

To Kerr-MGee's argunent that the Chief ignored the distinction
between transportation and treatnment, MVB stated that the deci sion was not
based on the viewthat the costs were associated wth treatnent but rather
"upon the fact that the costs are gathering-rel ated expenses." 1d. at 2-3.

MVE quoted fromthe onservation D vision Manual, effective May 10, 1974,
through February 29, 1988, Part 647, Chapter 5, Transportation Al owances -
P peline General, section 3D All owabl e Gosts, according to which "[n]ornal
gat hering expenses incurred by a producer on a lease, unit, or fieldin
whi ch the production is located are not all owabl e as transportation
deductions.” MB cited the definition of gathering, for royalty purposes,
stated at 30 CF. R § 206.151 (1995):

Gat hering neans the novenent of | ease production to a central
accunul ation and/or treatnent point on the | ease, unit or

communi ti zed area, or to a central accumul ation or treatnent

point off the lease, unit or communitized area as approved by BLM
[ Bureau of Land Managenent] or MVB QOCS operations personnel for
onshore and OCS | eases, respectively.
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ME ruled that the three pipeline segnents "facilitate the novenent of
gas production to either of two central treatnent facilities" and their
costs "clearly fall wthin the definition of gathering-related costs."
(Decision at 3.)

Appeal to the Board

Kerr-MGee's Notice of Appeal asserts its belief that the M deci sion
"is erroneous inthat it incorrectly construes the law and the departnent's
owl regul ations.” Kerr-MGee adopts its SOR on appeal to the DOrector of
MVE and in response to the MVB deci sion adds that it recogni zes the
definition of gathering, but that "such recognition nust parallel the nost
inportant distinction * * * between pre-1988 transportation and the
narketabl e condition rule.” (Notice of Appeal at 2.)

ME contends inits Answer that, to qualify for a transportation
al | onance, production nust be noved to a narket renote fromthe | ease or
field. (Answer at 13.) M argues that "the very essence” of allow ng
transportation costs is that gas is transported to a narket away fromthe
lease or field. 1d. at 14. MB notes that in Kerr-MGe Qorp., 22 |BLA
124, 127 (1975), (which cites The Texas Gonpany, 64 |.D 76 (1957), and
Gilifornia . v. Wall, supra) the Departnent "distingui shed
transportation to a selling point inthe field fromtransportation out of
the field to a narket place.” Id. at 15.

[1] The facts, as revealed by the record and narrated in MMB Answer,
are undisputed by Kerr-MGee. They indicate that Kerr-MGee' s gas was
accumul ated and rendered narketabl e at the processing platforns in SS B ock
214 and SS Bl ock 233, and that the gas was sold at those | ocations. As
stated in the Chief's Septenber 1992 decision, further handling of the gas
production was necessary, after its arrival at those platforns, to place it
into narketabl e condition prior to delivery to the purchaser. Accordingly,
Kerr-MGee's gas was not narketable prior to arriving at Fatform?214(H
and 233(B), and the pipelines by which it arrived there are properly
consi dered "gathering” lines. As stated above, the royalty regul ations
define "gathering" as the "the novenent of |ease production to a central
accunul ation or treatnent point on the | ease, unit, or communitized area as
approved by BLMor MV OCS operati ons personnel for onshore and of f shore
| eases, respectively.” 30 CF.R § 206.101; 206.151.

After reviewng the concept of gathering in Bwron Ql & Gas ., 122
| BLA 244, 235-39, 99 |.D 20, 26-28 (1992), we concl uded that there were
three definitive attributes of gathering lines: (1) they nove | ease
production to a central accumul ation point; (2) they connect to gas wells;
and (3) they bring gas by separate and individual |ines to a central point
where it is delivered intoasingleline. 1d. at 238 99 1.D at 28, and
authorities cited. The pipeline segnents in this case possess these
attributes.

In support of its appeal, Kerr-MGee has cited | anguage from Petro-
Llews Gorp., supra at 35 95 1.D at 135, which states that while the

147 | BLA 282

WAW Ver si on



| BLA 97-16

Department has refused to all ow a deduction for transportation wthin the
field, it has allowed transportation costs fromthe field to the first
point of sale. "Held" is defined as "a geographi c regi on situated over
one or nore subsurface oil and gas reservoirs enconpassing at |east the
out ernost boundaries of all oil and gas accumul ations known to be wthin
those reservoirs vertically projected to the land surface.” 30 CFR 8§
206.101. The regul ation states that QCS fields are naned and their
boundari es designated by MMB. M explains that it determnes whether to
grant a transportation all owance by | ooking at where the sal e occurs, i.e.,
at a narket renote fromthe lease or field or at an adj acent | ease.

(Answer at 20.) Inthis case, M states, the gas fromSS B ock 233(A) is
noved approxinately 1 mle to Fatform214(H on adjacent |ease OCS G 1529,
where it is treated and sold, and thus "all novenent of gas before sale is
wthinthe field" Id. at 16. The gas that surfaces on OCS G 3169 and
ACS G 3168 is noved 6 mles and 2 mles respectively to HatformB on

adj acent | ease OCS- G 1528 where it is treated and sold. 1d. at 17. Ve
agree that, even though production is noved across | ease boundari es,
because it is treated and sol d on adj acent |eases the costs of noving it
there are properly regarded as gathering, not transportation. Branch QI &
Gs ., 144 | BLA 304, 306-8 (1998); Xeno, Inc., 134 IBLA 172, 180-81
(1995), appealed dv. No. O+£95-142-G~PGH (D M. Dec. 26, 1995);
dismssed (Mar. 18, 1997), appeal filed, No. 97-35517 (9th dr. My 16,
1997); see Arco Ol & Gas ., 112 IBLA 8, 10-11 (1989); Shell Al ., 70
|.D 393 (1963). V& conclude that MVB correctly determned that Kerr-MGee
was not entitled to rei nbursenents for the costs of gathering and

accunul ating the gas under the circunstances of this case.

Therefore, pursuant to the authority del egated to the Board of Land
Appeal s by the Secretary of the Interior, 43 CF. R 8§ 4.1, the decision
appeal ed fromis affirned.

WIlT A lrwn
Admini strative Judge

| concur:

Janes L. Byrnes
Chi ef Administrative Judge
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